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OP1 NI ON

This appeal is made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protests of Superweld Corporation to proposed,
assessments of additional franchise tax in the amounts of $51.03,
$263.65 and $570.15 for the income years ended April 30, 1953,
1954 and 1955, respectively.

_ Appel lant is a California corporation engaged in the
busi ness of furnace brazing. During the fiscal year ended
April 30, 1953, Appellant expended %g}OQJm for ‘office parti-
tions and other inprovements to its building.

_ DurinP the cal endar year 1954 Appellant acquired
several items of property, including a steel building, furnaces,
an autonobile and machinery and equi pment of various types, The
property was obtained under written agreements, each of which was
called a "Personal Property Lease Agreenment." As and when Appel -
| ant required each itemit was purchased by a |easing broker who
then entered into an agreement with Appellant for its use. Under
the terns of each |ease Appellant agreed to pay a total sum
which was approximtely equal to the purchase price of the
Property, in monthly installnments over a period of two years. The
eases provided for  subsequent annual renewal options at an
annual rental approxinmating one percent of the original purchase
erce of the property. The itens obtained under the agreenents
ad useful lives varying fromthree to twenty-five years and
averaging thirteen years. APReIIant agreed to pay an¥ taxes on
the property in addition to the monthly payments and to insure
the property against |oss or damage. The |eases did not provide
for an option to purchase.

_ The first question presented is whether the expenditures
during the incone year ended April 30, 1953, for office partitions
and inprovements rust be capitalized rather than deducted as
current expenses. Disbursenents for office partitions and other
simlar inprovenments have been held to be capital expenditures.

(Harriet B. Borland, 27 B.T.A 538.) Appellant has not seriousIY
pressed 1ts positron on this question and has failed to show tha
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the expenditures in question are not capital in nature. W con-
clude that the Franchise Tax Board properly considered them as
capi tal expenditures.

. The next question posed is whether the payments nmade in
the inconme years ended April 30, 1954 and 1955 under the |easing
arrangenent “shoul d be capitalized, as the Franchise Tax Board
contends, or deducted as current rental expenses, as contended by
Appellant. In short, did the agreenents between the Appellant
and the leasing broker constitute sales or |eases?

_ Section 24121(a)(|% (now 24343(a)(2)) of the Revenue and
Taxation Code provides for the deduction of "rentals or other
payments required to be made as a condition to the continued use
or possession for business purposes of property to which the tax-
payer has not taken or is not taking title or 1n which it has no
equity.”

The question of whether particular payments are rentals
or whether the "lessee™ IS acquiring an equity Is to be determned
fromthe intent of the parties as evidenced by their agreement and
the circunmstances existing at the tine the agreement is executed.
(D. M. Haggard, 24 T.C. 1124, 1129, aff'd, 241 F. 2d 288.)

A strong factor indicating intent which warrants the
treatment of a transaction for tax purposes as a sale rather than
as a lease or rental agreement exists where the paynents materi -
ally exceed the fair rental value. (0. 1, Hagegrd, supra, 1130;
Rev. Rul. 55-540, 1955-2 Cum Bull. 9,7 §4.01(d).] Under the
| ease agreements Appellant may possess and use property for its
entire useful life by making nonthly paynments for two years which
apErOX|nately equal fthe purchase price of the property and by then
meki ng nom nal payments annually for the renainder of the useful
life. = If the payments are deductible as rent for tax purposes,
Appellant will be able to wite off the value of the ProP_erty in
two years although its useful l[ife is as nuch as twenty-five

years. It would be less a distortion of income to capitalize the
PaynEnts and al | ow depre0|at|on on the property than to offset

he paynents against the current income. (Chicago Stoker
Corporation, 14 T.C 441, 445.)

The payments in question may properly be treated as

Purchase paynments even though there iS no express provision in
he agreements for passage of title, such as an option to pur-
chase.” It seems clear that the parties expected Appellant, after
paying the entire cost of the property in "rentals,” to make the
nom nal annual paynents thereafter and retain the property.
Simlar arrangements involving options to renew for nom nal
anounts have Deen held to constitute purchases rather than
rentals. iStarr's Estate v. Conm ssioner, 274 F. 2d 294; Rev.
Rul . 57-3717 1957-2 Cum Bul | 7 21I47)
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Appel l'ant relies upon Benton V. Conmissioner, 197 F.
2d 745, wherein the taxpayer obtained the use of a ftaxicab busi-
ness for a ten-nonth period by payln%_$5,ooo.00 per nonth, and
realized a net profit of $32,277.31., The taxpayer had an option
to purchase the business at the end of the period for $35,000.00.
The court indicated that the parties had anticipated a large
decline in value because the equi pment would be badly worn. In
view of these facts the court found that the nonthly payment was
reasonabl e when considered strictly as rental and the option
price was not unreasonably |low, The present case is distinguish-
able. It cannot be maintained that an annual rental of fifty
Percent of the value of assets having useful |ives averaging

hirteen years is reasonable, or that the option t0 renew after
two years for one percent annually is not unieasonably | ow,

The facts indicate that the parties to the so-called
| ease agreements intended that Appellant should acquire an
equity In the properties for their entire useful lives. W con-
clude that the payments made during the first two years were
capital expenditures and were not currently deductible as rental
expenses.

It is noted that in the case of Starr's Estate, supra,
the court decided that an elenment of interest rn the "rental"
paynents should be deductible. Appellant, however, has made no
claimfor such a deduction and has not presented us with a
reasonabl e basis for determning the amount of any interest that
m ght be inherent in the payments.

ORPER

Pursuant to the views expressed in the Qpinion of the
Bﬁar% on file in this proceeding, and good cause appearing
t herefore,

_ | T_I'S HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board on the protests of Superweld Corpora-
tion to proposed assessnents of additional franchise tax in the
amounts of $51.03, $263.65 and $570.15 for the income years
ended April 30, 1953, 1954 and 1955, respectively, be and the same
I s hereby sustained.
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Done at Sacramento, California this 6th day of

April,1961,bvy the State Board of

Equal i zat i on.

John . Lynch

, Chai rman

Geo. R Reilly

, Menber

Al an Cranston

, Menmber

Paul R Teake

, Menber

R chard Nevins

ATTEST: _ Dixwell L. Pierce_, Secretary
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